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QUESTION PRESENTED 


Whether shareholders of a corporation who receive improved 
real property as a liquidating distribution from the corporation are 
entitled to include the amount of the corporation's liabilities in their 
basis for depreciation of the distributed property when: (a) the share- 
holders, as a matter of law, became personally liable to the corporation's 
creditors for the corporation's liabilities, and (b) the shareholders, after 
the liquidation, actually paid off and discharged the corporation's 


liabilities. 
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JURISDICTIONA L STATEMENT 


« 
This is an appeal from the February 28, 1968 judgment and order 


of the District Court (Maguire, J.) which (except to the extent of $212. 96) 


affirmed the deficiencies in unincorporated business franchise tax assessed 
by the District of Columbia against the respective Appellants for the calendar 


years 1962-1965, inclusive (J.A.22). 


The District Court had jurisdiction under D.C. Code §11-521. The 


Notice of Appeal was filed on March 7, 1968 (J.A.23). This Court has 


jurisdiction under 28 U.S.C. §1291. 


STATEMENT OF THE CASE 

Appellants were the stockholders of Crestwood Apartment Corpora- 
tion, (the "Corporation"), a Delaware corporation which owned the 
Crestwood Apartments, located at 3900- 16th Street, N.W., Washington, 
D.C. (J.-A. 10, 11, 14). 

On January 2, 1962, the Corporation was completely liquidated 
and all of its assets were distributed to its shareholders, the Appellants, 
in proportion to their respective stock ownership interests. Immediately 
prior to its liquidation on January 2, 1962, the Corporation's assets, 
liabilities and net worth were as follows: 


Assets Liabilities and Net Worth 


Cash 36,236.02 Accounts Payable $ 1, 763. 37 
Real Property (net Unsecured loan 
of depreciation) 1, 630, 848. 12 payable to The 
Claim for federal tax National Bank of 
refund attributable Washington 1,575, 000. 00 
to net operating loss Capital Stock 1,200. 00 
carryback 12, 138.12 Earned Surplus 101,258. 89 
SRR rire nsec a a ee 
$1, 619, 222.26 $1, 679, 222.26 


—————————— ——————————— 


(J.A. 2, 11, 14, 15, 18-21). 


Immediately after the liquidation of the Corporation, the Appellants 
formed a partnership, known as Crestwood Apartment Co. (the Partnership"), 
to own and operate the Crestwood Apartments. In computing its unincorporated 


business franchise tax liability for the years 1962-1965, inclusive, the 


Partnership claimed depreciation deductions with respect to the Crestwood 


Apartments on the basis that the building had a useful life of 40 years and a 
cost basis for depreciation, as of January 2, 1962, of $1,630, 848. 12. The 
Partnership computed its cost basis for the building in the following manner: 


Capital Stock $ 1,200. 00 
Earned Surplus 101, 258. 89° 
Corporate Liabilities: ; 
Accounts Payable 1, 763.37 
Unsecured 
Bank Loan 1, 575, 000. 00 1, 576, 763.37 
; 1,679, 222. 26 
Less Other Assets Received 
on Liquidation: 
Cash 36, 236. 02 
Claim for Refund 12, 138. 12 48, 374. 14 
Basis for Building $ 1,630, 848. 12 


(J.-A. 12, 15, 16). 


The Finance Office of the District of Columbia determined that 


the Partnership's cost basis for the building, as of January 2, 1962, 


was $66,222.87 (J.-A. 13, 16).2/ The principal difference between the 


District's method of determining the Partnership's cost basis for the 
building and the method used by the Partnership was that the District 
refused to include as a part of the Partnership's cost basis any portion of 
the Corporation's outstanding bank loan of $1,575, 000 from The National 
Bank of Washington, or its accounts payable of $1, 763. 37. 

After the liquidation of the Corporation, the Partnership paid 
the Corporation's unsecured bank loan as well as its accounts payable. 
(J.A. 18, 19). 


eee nm 


i/ The Finance Office computed Appellants’ basis by adding their 
cost basis for the stock of the Corporation ($1, 200) to the 
Corporation's earned surplus ($101, 258. 89) and subtracting 
the cash distributed to Appellants ($36, 236. 02) from the total. 
Since the building w2s - built on a leasehold estate, there was 
no allocation of basis to land, which is non-depreciable, as 
distinguished from the building, which is depreciable. 


STATUTES INVOLVED 


District of Columbia Code (1967), Title 47 


§47-1557b. DEDUCTIONS. 


(a) Deductions allowed. --The following deductions shall be 
allowed from gross income in computing net income: 


* oe * * 

(7) Depreciation. --A reasonable allowance for exhaustion, 
wear, and tear of property used in the trade or business, including 
a reasonable allowance for obsolescence; and including in the case 
of natural resources allowances for depletion as permitted by 
reasonable rules and regulations which the Commissioners are 
hereby authorized to promulgate. The basis upon which such 
allowances are to be computed is the basis provided for in 
section 47-1583e. 


% oe OR * % 
§47-1583e. DEPRECIATION. 


The bases used in determining the amount allowable as a deduction 
from gross income under the provisions of section 47-1557b{a)(7) shall be-- 


(a) where the property was acquired after December 31, 1938, by 
purchase, the basis shall be the cost thereof to the taxpayer; 


(b) where the property was received in exchange for other property 
after December 31, 1938, the basis shall be the market value thereof at the 
time of such exchange; : 


(c) where the property was inherited or acquired by gift after 
December 31, 1938, the basis shall be that defined in subsection 47-1583(b) (3); 


(a) if the property was acquired prior to January 1, 1939, the 
appropriate basis set forth in subsection (a), (b), or (c) of this section shall 
be used: Provided, however, that the taxpayer may, at his option, use as 
the basis the market value of such property as of January 1, 1939; 


eo *  * 
ea 
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STATEMENT OF POINTS 
The District Court erred as a matter of law in holding that the 


Appellants’ basis for depreciation of the Crestwood Apartments received 


as a liquidating distribution from the Crestwood Apartment Corporation 


did not-include the amount of the Corporation's liabilities to The National 


Bank of Washington and to trade creditors. 


SUMMARY OF ARGUMENT 
A. 

Under the District of Columbia income tax laws, a shareholder 
who receives property in a liquidating distribution from a corporation 
is entitled to a reasonable allowance for depreciation of the property. 
This allowance for depreciation is computed by reference to the taxpayer's 
cost or investment in the property. 

In this case, the Appellants, as the stockholders of the Corpora- 
tion, received the Crestwood Apartments pursuant to the liquidation of the 
Corporation. At the time the Corporation was liquidated, it owed 
$1, 575, 000 to The National Bank of Washington and $1, 763.37 to trade 
creditors. Since Appellants received the corporate assets pursuant to 
the liquidation, they also became liable for the payment of the Corpora- 


tion's debts to creditors. The liabilities of the Corporation thus became 


a (Oe 


a part of Appellants’ cost for, or investment in, the property because 
Appellants could not have acquired the assets of the Corporation ina 
liquidating distribution without also becoming responsible for its liabilities. 

To the extent that Appellants became liable for the Corporation's 
debts, they acquired the Crestwood Apartments by purchase and, under 
D.C. Code §47-1583e(a), their basis is equal to their "'cost.'"' For this 
purpose, Appellants’ "cost" is equal to the amount of the liabilities assumed, 
the assumption of the corporate liabilities being equivalent to a cash payment 
in a like amount. 

Although the District of Columbia income tax law does not deal 
directly with the includability of corporate liabilities in Beer the 
stockholder's basis for assets distributed in liquidation, analogous provi- 
sions of the Federal income tax law are persuasive authority for including 
such liabilities in basis. 

B. 
Under general principles of corporate law, shareholders who 


receive the assets of a corporation in a liquidating distribution become 


ren © Fer ® 


personally liable for the payment of the corporation's liabilities to the 


extent of the value of the assets received in the liquidation. 


€2 8 + 


2 


Cc. 

The decision of the District of Columbia Tax Court in the 
Lenkin case, which has been consolidated with this case, is based on 
the erroneous legal theory that the shareholders of a liquidated corpora- 
tion do not become liable for the payment of corporate debts. 

The Tax Court's reliance in the Lenkin case on this Court's 
decision in the second Oppenheimer case is also misplaced, since the 
issue presented by this case was not involved in the second Oppenheimer 


case. 


ARGUMENT 

THE DISTRICT COURT ERRED AS A MATTER OF 

LAW IN HOLDING THAT A SHAREHOLDER'S BASIS 

FOR DEPRECIATION OF PROPERTY RECEIVED 

AS A LIQUIDATING DISTRIBUTION FROM A 

CORPORATION DOES NOT INCLUDE THE AMOUNT 

OF THE CORPORATION'S LIABILITIES. 

The District's position in this case rests on the untenable proposi- 

tion that Appellants, who received valuable real property upon the liqui- 
dation of the Crestwood Apartments Corporation, who as a result of the 


liquidation became liable for the payment of more than $1, 576, 000 of 


corporate liabilities, and who after the liquidation paid off and discharged 


more than $1, 576, 000 of the corporate liabilities, are not entitled to 


eae 


include in their basis for depreciation the more than $1, 576, 000 of 
corporate liabilities which they paid after the liquidation. We submit 
that a position so extreme and so contrary to logic and common sense 
is, and must be, contrary to law. 
A. A Shareholder's Basis for Depreciation of Pro 
Distributed by a Corporation as a Liquidating Dis- 
tribution is “Cost, and for This Purpose the Amount 
of the Distributing Corporation's Liabilities are 
Includable in the Shareholder’s Cost. 

The starting point for analyzing the question presented by this 
case is D.C. Code §47-1557b(a)(7), which allows a taxpayer, in computing 
taxable income for District of Columbia income tax purposes, to deduct 
from his gross income a "reasonable allowance for exhaustion, wear 
and tear of property used in the [taxpayer's] trade or business." This 


section of the statute does not further define the allowable deduction other 


than by stating that the "basis upon which such allowances are to be com- 


puted is the basis provided for” in D.C. Code §47-1583e. The latter 


provision includes four categories for the determination of depreciation 
allowances, viz., purchase, exchange, inheritance and property acquired 
prior to January 1, 1939. 

Since the District's concession in Oppenheimer v. District of 


Columbia, 124 App. D.C. 221, 363 F. 2d 708, 712 (1966), hereinafter 


referred to in this Brief as "the second Oppenheimer case," there can be 
no question that real property distributed to shareholders pursuant to a 
corporate liquidation may be depreciated despite the absence of a specific 
statutory provision governing the proper basis for depreciation. Moreover, 
the District has conceded as much in this case, because it has allowed the 
Appellants to claim depreciation deductions for the Crestwood Apartments 
by reference toa depreciation basis equal to the sum of (1) $1,200 of 
capital originally paid by Appellants to the Corporation for their capital 
stock, and (2) $101,258.89, the earned surplus of the Corporation 


immediately prior to the liquidation. 


In an income tax statute, the allowance for depreciation deductions 


“represents an effort to recognize year by year gradual losses of capital 
due to aging, to wear, to deterioration by natural causes, and the like." 
Pugh v. Commissioner, 49 F. 2d 76, 78 (5th Cir. 1931). Since the 
inception of the Federal Income tax law in 1913, the allowance for depre- 
ciation has served its purpose of permitting the deduction necessary to 
reflect the proper annual income of taxpayers who own property which, 

it is known by experience, physically deteriorates over a period of 


time. 


In a similar vein, the Supreme Court held in Detroit Edison Co. v. 
Commissioner, 319 U.S. 98 (1943), that a taxpayer's Pannen basis 
in property is the cost of the property to the taxpayer, and that generally 
the taxpayer's investment or outlay is the measure of his recoupment through 
depreciation deductions. Stated another way, it is well accepted that, in 
the context of a statute imposing a tax on income, the deduction for 
depreciation is predicated upon an investment in the property, Gladding 
Dry Goods Co. v. Commissioner, 2 B.T.A. 336 (1925), and that the 
benefit of the depreciation deduction should inure to those who would 
suffer an economic loss caused by the wear and exhaustion of the property. 

It hardly needs to be added that the principles summarized above 
apply with equal force in construing the provisions of the District of 
Columbia income tax laws. District of Columbia v. Lewis, 109 App. 

D.C. 353, 288 F. 2d 137 (1961). 
The pivotal question is one of determining the extent of the 


Appellants’ depreciable interest--or investment--in the Crestwood 


Apartments. Clearly, as the District readily admits, Appellants’ 


investment includes the $1,200 originally paid in by them for their 
stock interest in the Corporation. Appellants’ cost also includes, 


again as the District admits, the Corporation's earned surplus immediately 


before the liquidation of $101,258. g9.2/ So far, the determination of 


Appellants’ basis for the Crestwood Apartments has dealt solely with 
the factors associated with Appellants' relationship to the Corporation 
in their capacity as shareholders. Under this approach, which is 
sanctioned by this Court's decision in ee second Oppenheimer case, 
the liquidating distribution is, in effect, treated as a substitution of 
the corporate assets for the Appellants' stock. The starting point for 
computing basis is Appeliants' cost for their stock, while the Corpora- 
tion's earned surplus is then added to basis because of its inclusion as 
a dividend in Appellants' income. get 

Up to this point, however, the computation of basis wholly ignores 
the fact that Appellants’ assumed $1,576, 763. 37 of the Corporation's 
liabilities in connection with the liquidation. 2/ Appellants could acquire 


En 


2/ When the Corporation was liquidated, the Appellants received, 
and were required to report, a dividend equal to the amount of 
the Corporation's earned surplus of $101, 258.89. Since the 
Appellants were required to include this dividend in their gross 
income (D.C. Code §47 - 15 57a(a)), they are entitled to include 
a like amount as a part of their tax basis for the property received 
on the liquidation. 5 
The nature and scope of Appellants’ liability, as transferees of 
the assets of the Corporation, for the liabilities of the Corporation 
is discussed at pp. 21-24 , infra. 
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the corporate assets only by, at the same time, assuming responsibility 


for the corporate liabilities. To the extent that Appellants assumed 
responsibility for corporate liabilities and became liable to the Corpora- 
tion's creditors, they acquired the corporate assets as "purchasers" 

not as shareholders, and their basis for depreciation for the corporate 
assets is their "cost." D.C. Code §47-1583e(a). In other words, 

i Appellants’ assumption of the corporate liabilities pursuant to the liquida- 
tion is equivalent to a purchase of the assets of the Corporation--to the 
extent of the liabilities assumed--in the same manner as if the assets 

had been purchased for cash. United States v. Hendler, 303 U.S. 564 
(1938). 

Where a shareholder receives assets of a corporation upon its 
liquidation and also assumes the liabilities of the corporation in the very 
same transaction, the assumption of corporate liabilities is a separate 
and distinct transaction from the receipt of assets. The shareholder 
receives the assets partly because of his position as a stockholder ‘and 
partly because of his assumption of the corporate liabilities. The basis 
for depreciation of the property obtained in connection with the Seereeion 
of liabilities is clearly the amount of the liabilities assumed. Oxford 


Paper Go. v. United States. 86 F. Supp. 366 (S.D. MY. 1949); 


Consolidated Coke Co. v. Commissioner,70 F. 2d 466 (3rd Cir. 1934); 
D. Bruce Forrester, 4 T.C. 907, 916 (1945); Park & Tilford, 43 B.T.A. 
348, 380-1 (1941). 

Assume for example, that a taxpayer purchases property for $1.00 
and assumes a liability relating to the property of $99. 00. His basis for 


the purchased property is $100.00 because the assumed liability of $99.00, 


like the $1.00 cash payment, is part of his cost. 4/ The same result should 


apply, in our opinion, to 2 corporate liquidation where the shareholders 
assume corporate liabilities in connection with the liquidation. The corporate 
liabilities assumed on the liquidation stand on exactly the same footing as the 
liabilities assumed in the purchase example. Just as in the purchase example, 
there should be no doubt that those liabilities are properly to be reflected in 


the shareholders’ basis for the assets received. 


ES 


4/ Similarly, if a taxpayer owns real property encumbered by 
a mortgage of $99. 00 which he sells to a third party who assumes 
the mortgage, it is clear that the amount realized by the taxpayer 
from the sale, i.e., the selling price, includes the $99. 00 mortgage 
liability assumed by the purchaser, Parker v- Delaney, 186 F. 2d 
455 (lst Cir. 1950). Indeed, the mortgage liability would, for tax 
purposes, be included in the selling price even if the taxpayer were 
not personally liable thereon and the property was sold "subject 
to'' the mortgage. Crane v. Commissioner, 331 U.S. 1 (1947). 


The District of Columbia Income and Franchise Tax Act is silent 
on the question whether corporate liabilities are to be taken into account 
in determining the basis of assets received on liquidation and this precise 
issue has not previously been decided by this Court. On the other hand, 
certain provisions of the Federal income tax law provide, by analogy, 
strong guidance clearly indicating that such liabilities are Seay includable 
in basis. : 

Section 333 of the Internal Revenue Code of 1954 contains special 
rules governing the treatment for Federal income tax purposes of so-called 
"one month" liquidations. Generally speaking, an individual who is a 
stockholder of a corporation which is liquidated pen Section 333 is 
taxed, for Federal purposes, in a manner which is strikingly similar to 


the method employed in the District of Columbia to tax stockholders of 


liquidated corporations. First, under both Federal and District of Columbia 


law, the liquidation is not treated as a taxable event, as such, in the sense 
that the shareholder at the time of liquidation is not treated as having received 
taxable income merely because the value of the aoeees received in the 
liquidating distribution exceeds his cost basis for his stock. Second, in 

both taxing systems the shareholder of the liquidated corporation is treated 


in the liquidation as having received a dividend in an amount equal to his 


share of the corporation's earned surplus immediately prior to the 
liquidation. Finally, except for the treatment of corporate liabilities 
which is at issue in this case, in both taxing systems the shareholder's 
basis for the property distributed in the liquidation is virtually identical. 
Section 334(c) of the Internal Revenue Code of 1954 prescribes 
the basis for property received in connection with the so-called ‘'one 
month" liquidation permitted by Section 333. The formula for computing 
basis contained in Section 334(c) is virtually identical to that used by 
the District in this case: the basis for the property distributed in the 
liquidation is equal to stock basis (capital stock) plus gain recognized 
in the liquidation (earnings and profits taxed as a dividend) minus money 


received. But it is significant to note that although the Federal statute, 


by its express terms, says nothing about including the corporate liabilities 


assumed by the shareholders in computing their basis for the assets, the 
applicable Treasury Regulations expressly provide for the inclusion of 
such liabilities in basis. Thus, Treas. Regs. Sec. l. 334-2 states: 


The basis of assets (other than money) acquired 
by stockholders ina liquidation upon which the 
amount of gain recognized was limited under 
section 333 shall be the same as the basis of the 
shares of stock redeemed or cancelled, decreased 
in the amount of any money received and increased 


in the amount of gain recognized and the amount of 


the unsecured liabilities assumed by the stockholders .... 
(Emphasis supplied. )?: 


We submit that the regulations promulgated under the provisions of 
Section 334 of the 1954 Code which, in the absence of statute, provide 
for including assumed liabilities in the basis of property received by 
shareholders in a corporate liquidation, constitute persuasive authority 
for similar treatment under the District of Columbia Income and Franchise 
Tax Act. District of Columbia v. Lewis, supra. 

We further submit that it is patently unreasonable to ignore the 
liabilities of the Corporation which were assumed by the Aas 
upon the liquidation in determining the Appellants’ basis for the distributed 
assets. Suppose, for example, that the Corporation at the time of liqui- 
dation, had no liabilities. Under the District's theory the Appellants’ 
basis for the assets distributed on liquidation would be the same--paid 
in capital plus earned surplus--whether the Corporation had no liabilities 
or had substantial liabilities. Stated another way, the District would 
say that Appellants’ cost basis for the Crestwood Apartments would be 
$66,222.87 if the Corporation had no liabilities at all or had liabilities 
of $1,576, 763.37, as in the present case. | 


ee 


5/ Other provisions of the same Regulations deal with the basis of 
property distributed in a liquidation which is subject to a specific 
lien such as a mortgage. : 


ae es 


Merely to state this proposition seems to us to demonstrate the 
unreasonableness of the District's position and to emphasize the economic 
significance of the shareholders' assumption of corporate liabilities. If 
the District's contention is correct, what happened to the $1, 576, 763.37 
paid by the Appellants to the Corporation's creditors after the liquidation? 


Where the shareholders must assume corporate obligations in order to 


receive a liquidating distribution it is obvious that they are not in the same 


economic position they would have been if there were no corporate debts 
to be assumed. Their investment in the corporate assets received on 
liquidation must necessarily include not only the original stock investment 
and the corporate earned surplus (which has been taxed to them), but also 
the liabilities they have assumed in order to obtain the corporate assets. 
Accordingly, such liabilities must be included in determining the basis 
for the acquired assets. 

One final point that should be noted is that in the present case 
the Appellants' paid off the Corporation's $1,575, 000 bank loan within 
two weeks after the liquidation and also paid off the general trade creditors 
shortly thereafter. Thus, although the Appellants paid over $1, 576, 000 
to creditors of the Corporation after the liquidation, the District would 


say, without explanation, that no part of the sums paid by the Appellants 


is includable in their depreciation basis for the Crestwood Apartments. 


It is impossible to square the District's position with the Supreme Court's 


admonition in Detroit Edison Co. v. Commissioner, supra, that a tax- 
payer's outlay is the measure of his recoupment through depreciation 
deductions. 
So far in our discussion we have assumed that the shareholders 
of a liquidated corporation become personally responsible for the liquidated 
corporation's liabilities to the extent of the value of the assets received by 
them. We believe, however, that the includability of corporate liabilities 
in the shareholders’ basis does not depend on whether the shareholder 
becomes personally liable for the corporate debts. In our view, in the 
context of a corporate liquidation, all corporate indebtedness, whether assumed 
or unassumed by the shareholders, must be reflected in the shareholders’ 
basis for the assets distributed upon the liquidation. The reasons for this 
result are succinctly set forth in the recent decision of the United States Tax 
Court in Mayerson v. Commissioner, 47 T.C. 340, 351-2 (1967), as follows: 
We must first decide whether the absence of personal 
liability with respect to the purchase-money mortgage pre- 
cludes the inclusion of any amount attributable to the 
mortgage in the depreciable basis of the property... 
An analysis of this question must begin with the Supreme 


Court's landmark decision in Crane v. Commissioner, 
331 U.S. 1 (1947). The Crane case involved the question 
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of what the proper basis of inherited property was 

for the purpose of computing the taxable gain on the sale 
of the property. The property was received subject to 

an unassumed mortgage and was sold still so encumbered. 
The Court held that the basis of the property was the value 
at the date of death undiminished by the mortgage. The 
inclusion of the indebtedness in basis was balanced by 

2 similar inclusion of the indebtedness in amount realized 
upon the ultimate sale of the property to a nonassuming 
grantee. 


The relevance of the Crane case to the issue of depreciable 
basis arises due to section 167(g) which states that the basis 
for depreciation shall be the same as the basis for gain or 
loss on a sale or exchange under section 1011. Thus, the 
Crane case constitutes strong authority for the proposition 
that the basis used for depreciation as well as the computa- 
tion of gain or loss would include the amount of an unassumed 


mortgage on the property. 


This position was expressly adopted by this Court in Blackstone 
Theatre Co., 12 T.C. 801, 804 (1949), acq. 1949-2 C.B.1, 
with the following language: 


From Crane we can deduce the following applicable 
principles: (a) the basis for given property includes 
liens thereon, even though not personally assumed by 
the taxpayer; and (b) the depreciation allowance should 
be computed on the full amount of this basis. * * * 


The respondent argues that the Crane case should not apply 
in a purchase situation since the basis in that case started 
with fair market value and not cost, as in the case of a pur- 
chase. The reasoning of the Crane case, however, seems 
equally applicable to a purchase situation and indeed was so 
applied in the Blackstone Theatre Co. case and Parker v. 
Delaney, 186 F. 2d 455 (C.A. 1, 1950). It should also be 
applied here. ; 


\ 


The element of the lack of personal liability has little - 

real significance due to common business practices. 

As we have indicated in our findings it is not at all 

unusualin current mortgage financing of income-producing 
properties to limit liability to the property involved. Tax- 
payers who are not personally liable for encumbrances on 
property should be allowed depreciation deductions afford- 

ing competitive equality with taxpayers who are personally 
liable for encumbrances or taxpayers who own unencumbered 
property. The effect of such a policy is to give the taxpayer 

an advance credit for the amount of the mortgage- This appears 
to be reasonable since it can be assumed that a capital 
investment in the amount of the mortgage will eventually 

occur despite the absence of personal liability. The respondent 
has not suggested any Tationale that would reasonably require 

a contrary conclusion. The lien created by the purchase- 
money mortgage, like the tax liens in the Blackstone Theatre 
case, should be included in basis for the purpose of computing 
depreciation. (Emphasis supplied.) 


B. As a Matter of Law, Shareholders Who Receive 
the Assets of a Corporation-in a Ligquidating 
Distribution Become Personally Liable’ to the 


Corporation's Creditors for the Corporation's 
Debts. 
It is now a well-established principle of corporate law that where, 


as in the present case, a corporation liquidates and distributes its assets 


to its shareholders, the shareholders become liable to the corporation's 


creditors for the corporation's debts to the extent of the value of the 
corporate assets received by them. Shareholder liability in this situation 
does not depend upon the corporation's insolvency, but arises from the 


ttageless principle" that the capital and assets of a corporation constitute 
4 P iP: P po 


a trust fund for the benefit and security of its creditors. Neill v. Phinney, 
245 F. 2d 645 (5th Cir. 1957); Wood v. Dummer, 3 Mason (U.S. ) 308 (1824); 
Sawyer v. Hoag, 84 U.S. 610 (1873); Sanger v. Upton, 91 U.S. 56 (1875). 


The rule has been stated by the Virginia Court of Appeals in 


Marshall v. Fredericksburg Lumber Co., 162 Va. 136, 173 S.E. 553, 


557 (1934), as follows: 


What are the relative rights of a stockholder and 
a creditor in the assets of a corporation? Shares 
of stock in a corporation, before its dissolution, 
represent the proportion to which the shareholder 
is entitled in the distribution of profits arising from 
the operation of the business which may be made from 
time to time, and in the final distribution of the estate 
of the corporation when it ceases to exist and the 
estate has been fully administered, including the 
payment of corporate indebtedness. 7R.C.L. p. 304. 
A stockholder's rights are deferred to those of a 
creditor in the distribution of assets. The creditors 
are entitled to the full payment of their debts before 
the stockholder participates therein. 


x x x 
But where there are existing creditors of a corpora- 
tion, the stockholders will not be permitted, as against 
those creditors, to withdraw the assets of the corpora- 
tion without consideration, whether it be done through 
a purchase of stock by the corporation or otherwise. 
We repreat that a stockholder is not entitled to a share 
of the capital assets of a corporation until the debts 
have been paid. If the capital is divided, leaving any 
debts unpaid, every stockholder receiving his share, 
is in equity liable pro-rata to contribute to the discharge 
of such debts out of the funds so received. Such property 


must be devoted, primarily, to the satisfaction of 
creditors and is subject to their rights; secondarily, 

to the stockholders, in proportion to their interests. 

As to it, the creditors have a pricr exclusive equity. 

In other words, stockholders have no right to anything 
but the residuum of the capital after the payment of all 
corporate liabilities. Where the assets have been 
divided between the stockholders, a judgment creditor, 
after the return of an execution unsatisfied, may maintain 
a suit against such stockholders to charge them to the 
extent of the assets diverted... (Emphasis supplied. ) 


Similarly, in Radermacher v. Daniels, 64 Idaho 376, 133 P. 2d 
713 (1943), which involved a liquidation of a corporation and a continuation 
of the corporate business by the shareholders in partnership form, the 
Court stated (133 P. 2d at 715): 
The law seems to be well settled, that those who take 
over the business and assets of a dissolved corpora- 
tion, take it subject to the debts and liabilities of the 
corporation, to the full extent of the value of the 
property taken over. 19 C.J.S., Corporations, p- 
1541, §1760; United States v. Pann, D.C. 23 F. 2d 714. 
Many cases reflect this same rule, e.g., Ortego v- Nehi Bottling 
Works, 182 So. 365 (La. App. 1938) (unliquidated liability); Heaney v- 
Riddle, 343 Pa. 453, 23 A. 2d 456 (1942)(contingent liability) ; Lebens v. 
Nelson, 148 Minn. 240, 181 N. W. 350 (1921); Chesapeake, Ohio & 


Southwestern R.R. Co. v. Griest, 85 Ky. 629, 4S.W. 323 (1887); 


Boothton Coal Min. Co. v. Tennessee Coal, Iron & R. Co. 257 Ala. 705, 


60 So. 2d 833 (1952). 


It is equally clear from the decided cases that the creditors of 


the liquidated corporation have a security interest in the corporate assets 


in the hands of the shareholders. Courts have characterized the assets in 
the hands of the shareholders as being "impressed with a lien in favor of 
unpaid creditors of the corporation," Nye Odorless Incinerator Corp. v- 
Nye Odorless Crematory Co. 18 Del. Ch. 179, 156 A. 176, 178 (1931), 
or as remaining "subject to an equitable charge for all debts owed by the 
corporation," Trubowitch v. Riverbank Canning Co. 30 Cal. 2d 335, 182 
P. 2d 182, 188 (1947). Some courts have gone so far as to state that the 
shareholders hold the corporate assets as "quasi trustees" for the credi- 
tors. Kelly v. Andalusia Brick Co., 222 Ala. 203, 131 So. 559 (1930). 
When Crestwood Apartment Corporation was liquidated and its 
assets distributed to the Appellants, its shareholders, the Appellants 
clearly became personally liable to pay the Corporation's obligations to 
The National Bank of Washington and to general trade creditors to the same 
extent as if the Appellants had personally assumed those obligations. 
C. The District of Columbia Tax Court Erred 

as a Matter of Law in Holding that a Corporate 

Liability, Secured by a Mortgage on Real 

Property Distributed Pursuant to a Corporate 


Liquidation, is not Properly Includable in the 
Shareholders’ Basis for Depreciation of the 


Distributed Real Property. 


aT 


In its brief in the District Court, the District of Columbua relied 


on two cases. One of these cases, Lenkin v. District of Columbia, D.C. 


Tax Court, Docket No. 2026 (October 11, 1967), now pending as No. 21,573 
in this Court on a Petition for Review of the decision of the District of 
Columbia Tax Court (the "Tax Court"), is predicated on a legal theory 
which is demonstrably faise.©/ The second case relied upon by the District, 
the second Oppenheimer case, is clearly distinguishable on its facts from 
the present case (as well as from the Lenkin case). 

l. The Tax Court's decision in the Lenkin case is 

based on the erroneous legal theory that the 


shareholders of a liquidated corporation do 
not assume any liability for liabilities of the 


liquidated corporation. 


In its decision in the Lenkin case, the Tax Court held that mortgage 
liabilities encumbering improved real property distributed by a corporation 
to its stockholders in a liquidating distribution could not be included in the 
stockholders' basis for depreciation of the building after liquidation. The 
reason given by the Tax Court for this result was (Opinion, p.- 6): 


Ee 


6/ Pursuant to an order of this Court, the Lenkin case and this 
case have been consolidated for all purposes. 


The petitioners seem to believe that the amount of 
the mortgage indebtedness was. - - such a binding 
obligation on them that it amounted to some kind or 
type of payment or consideration. The mortgage 
was not that of the three stockholders and they were 
in no way liable therefor. It was the obligation of the 
Corporation alone. (Emphasis supplied. ) 

The Tax Court's conclusion that the stockholders of the liquidated 
corporation were “in no way liable" on the corporation's indebtedness is 
an erroneous legal conclusion. Appellants have clearly and convincingly 
demonstrated in Part B of this Brief (pp- 21-24) that, as a matter of basic 
corporate law, stockholders who receive corporate assets in a liquidating 
distribution become personally liable to the corporation's creditors for 
the corporation's debts to the extent of the fair market value of the assets 
distributed to them. 

Since the decision in Lenkin was based on the erroneous premise 
that the stockholders did not become liable for the corporation's debts after 
the liquidation, the Tax Court's conclusion that the corporate indebtedness 


was not "some kind or type of payment or consideration" is also erroneous. 


The plain fact is that the stockholders of a liquidated corporation 


are purchasers of its assets to the extent of the corporate debts for which 


they become liable as a result of the liquidation. Thus, to the extent of 


the corporate liabilities, the stockholders acquire the corporate assets 


by purchase and under D.C. Code §47-1583e(a) their basis for the corporate 


assets is their "cost," that is, the amount of the corporate liabilities. For 


this reason, the stockholders" basis for the corporate assets bears a direct 
relationship to their cost, because jt includes the corporate liabilities for 
which they become responsible. 

Furthermore, even if the Tax Court was correct in the Lenkin case 
in concluding that the stockholders of the liquidated corporation did not 
become personally responsible for the mortgage, the amount of the mortgage 
liability should nevertheless have been included in their basis for depreciation 
of the distributed property. As the Mayerson case, supra, teaches, the 
element of lack of personal liability has little significance in normal 
business practices and a no-personal liability mortgage is generally 
* treated as the equivalent of a capital investment in the property equal to the 
amount of the mortgage. This is due to the likelihood that the taxpayer 
will pay the mortgage, -ven though he has no personal liability thereon, 
in order to protect his existing investment. The practical necessity of 
giving the taxpayer an Nadvance credit" for the amount of the mortgage 
is underscored by the administrative nightmare that would be created 
if, instead of allowing an advance credit, the taxpayer were required to 
recompute his basis each time a principal payment was made on the 


mortgage indebtedness. 


2. This Court's decision in the second Oppenheimer 
case is inapposite because it did not involve the 
same issue as this case. 
The Tax Court's decision in the Lenkin case also relied on this 

Court's decision in the second Oppenheimer case. The salient facts in 
the second Oppenheimer case, which are set forth m greater detail 
in the Tax Court's opinion in that case, 2/ may be summarized as follows. 
Mrs. Oppenheimer was a shareholder of General Realties, Inc. When 
General Realties, Inc., was liquidated in 1953, Mrs. Oppenheimer received, 
among other assets, a building with a fair market value of $849,500, which 
was encumbered by a mortgage securing a corporate indebtedness of 
$98, 724. 42 (at the time of liquidation). Also, at the time of the liquidation, 
Mrs. Oppenheimer's share of General Realties' surplus was $135, 248. 75 
and her investment in its capital stock was $49, 912. 62. 


Although General Realties was liquidated in 1953, the taxable years 


involved in the case were calendar years 1960 and 1961. As a result of the 


liquidation, Mrs. Oppenheimer reported a basis for depreciation of the 


building equal to its fair market value at the time of the liquidation of $849, 500, 
and during the taxable years 1953-1959, inclusive, she claimed depreciation 
deductions with respect to the building aggregating $421, 663. él. 


ee 


Oppenheimer v. District of Columbia, D.C. Ct §200-47 (D.C. Tax 
Court, Opinion No. 1029, April 9, 1964). 
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In this Court, Mrs. Oppenheimer argued that the liquidation of 
the corporation involved an "exchange" and, accordingly, AAS basis. for 
depreciation under D.C. Code §47-1583e(b) was equal to the market value 
($849, 500) of the building at the time of liquidation. This Court rejected 


this contention, holding that the liquidation of General Realties did not 


involve an "exchange" by Mrs. Oppenheimer of her capital stock for the 


corporate assets she received. 

Although the building distributed to Mrs. Oppenheimer in the quis 
dation was encumbered by a mortgage securing a corporate debt, this 
Court never reached the question whether the mortgage indebtedness 
was properly includable in her basis for depreciation of the building, 
since, as the Court stated (124 App. D.C. 221, 224-225, 363 F. 2d 708, 
711-712): 


The deficiencies in income tax claimed by 

the District in this case for the years 1960 and 

1961 are sustainable irrespective of whether 

petitioner [Mrs. Oppenheimer] be regarded as 

entitled to some, oF no, depreciation in respect of 
these properties. This is because, in any event, 

the maximum allowable depreciation on any theory 
short of the "exchange" approach had already been 
availed of by petitioner in the earlier years [1953-1959]. 


In other words, in the second Oppenheimer case this Court never 


considered the precise issue involved in this case and in the Lenkin case. 
Even if the mortgage indebtedness of $98, 724.42 were added to Mrs. 
Oppenheimer's capital stock investment of $49, 912.62 and her share of 
General Realties earned surplus of $135,248. 75, the total of $283, 885. 79 
was less than the depreciation deductions aggregating $421, 663.61 actually 
claimed by Mrs. Oppenheimer--and allowed by the District--in the taxable 
years 1953-1959, inclusive, which were prior to the taxable years before 
the Court. 

Thus, the Tax Court clearly erred in assuming that this Court's 


decision in the second Oppenheimer case was controlling in the Lenkin case. 


CONCLUSION 
For the reasons set forth above, it is respectfully urged that the 

judgment below be reversed with directions to enter judgment in favor 
of the Appellants for the amounts set forth in the Complaint, together with 
interest and costs allowed by law. 
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Joel N. Simon 

Attorney for Appellants 
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JOINT APPENDIX 


UNITED STATES DISTRICT COURT 
FOR THE DISTRICT OF COLUMBIA 


MORRIS POLLIN, etal., 
Plaintiffs, 
Civil Action No. 895-67 


Vv. 


DISTRICT OF COLUMBIA, 


ad 


Defendant. 


Relevant Docket Entries 


Complaint, Exhibits A,B, C and D. 

Motion of Defendant for more definite statement. 
a 

More definite statement by plaintiff. 
x oe * 

Answer of defendant to complaint. 


* * 


1968 


February 28 Judgment for plaintiff v. defendant for $212. 96 with 
interest at 4% from April 10, 1967; judgment for 
defendant for balance of plaintiff's claims (Maguire, J.). 


Notice of Appeal by plaintiff from order 2-28-68. 


[Filed April 11, 1967] 
COMPLAINT 
(Assumpsit for money had and received as an over- 
payment of District of Columbia unincorporated 
business franchise taxes paid under protest) 
1. This is a civil action wherein the amount in controversy exceeds 
the sum of Ten Thousand Dollars ($10, 000), exclusive of interest and costs. 
' This Court has jurisdiction over the parties hereto and over the subject matter 
under D.C. Code §11-521. 


2. The Plaintiffs are individuals residing at the addresses set forth 


above. The Estate of Harry Poretsky is the successor in interest to Harry 


Poretsky, who died on December 10, 1966. Dora Poretsky is the duly appointed, 


qualified and acting sole executrix of the Estate of Harry Poretsky. 
3. From January 2, 1962, through December 10, 1966, Morris 
Pollin, Harry Poretsky, Dora Poretsky, Lester Poretsky, Sidney Poretsky 
and Sylvia M. Blajwas were members of Crestwood Apartment Co. (herein- 
after referred to as the Partnership"), a general partnership engaged in 
the business of owning and operating an apartment building known as the Crestwood 
Apartments, located at 3900 16th Street, N.W., Washington, D.C. Since the 
death of Harry Poretsky on December 10, 1966, the Partnership has continued 
and the Estate of Harry Poretsky has been substituted as a member of the 


Partnership. 


4. On or before April 15, 1963, April 15, 1964, April 15, 1965, 
and April 15, 1966, the Partnership filed its District of Columbia unincor- 
porated business franchise tax returns for the immediately preceding 
calendar years, i.e., calendar years 1962, 1963, 1964 and 1965, 
respectively, with the Finance Office of the District of Columbia. The tax 
returns for the calendar years 1962, 1963, 1964 and 1965 reported 
$732.84, $1,992.63, $2,382.07 and $2, 344. 44, respectively, as the amount 
of unincorporated business franchise tax due for each of said calendar 
years. The amount of unincorporated business franchise tax shown to be 
due on the tax return for each of those calendar years was paid at the time 
of the filing of the tax return for such calendar year. 

5. Onor about March 17, 1967, the Finance Office of the District 
of Columbia assessed deficiencies in unincorporated business franchise 
tax against the Partnership for the calendar years 1962-1965, inclusive, 
as follows: 


Amount of Deficiency 
Calendar Year Assessed 


1962 2,388.21 


1963 2,310.58 


1964 2,234. 42 


1965 2,157.77 


Copies of the tax bills notifying the Partnership of the assessments for 
those calendar years are attached: hereto, made a part hereof and marked 
for identification as Exhibits A-D, respectively. On or about April 10, 
1967, the Partnership paid, under protest, the amounts of the assessed 
deficiencies, together with interest thereon, as follows: 

Calendar Amount Paid Under Protest 

Year Deficiency Interest Total 
1962 $2,388.21 $573.17 $2, 961. 38: 


1963 2,310. 58 415.90 2, 726.48 


1964 2,234. 42 268. 13 2,502.55 


1965 2,157.77 129.47 2,287.24 


—2 


Total $ 9, 090. 98 $1, 386.67 $10, 477.65 


—__—_ SSS 
6. The deficiencies in unincorporated business franchise tax 
assessed against the Partnership for the calendar years 1962-1965, 
inclusive, were based solely upon 2 determination by the Finance Office 
of the District of Columbia of a:basis to the Partnership for computing 
depreciation on its assets which was lower than the basis for such assets 
used by the Partnership in filing its unincorporated business franchise tax 


return for those years. 


7. The determination by the Finance Office of the District of 
Columbia of the Partnership's basis for computing depreciation on its 


assets was erroneous, and the deficiencies in unincorporated business 


franchise tax of $9,090.98, together with interest thereon of $1,386.67, 


paid by the Partnership under protest for the calendar years 1962-1965, 
inclusive, were erroneously and illegally assessed and collected by the 
Defendant. 

WHEREFORE, Plaintiffs respectfully request that judgment be 
entered in their favor against Defendant in the amount of $10, 477. 65, 


together with interest and costs as allowed by law. 
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EXHIBIT. D 


[Filed May 24, 1967] 
MORE DEFINITE STATEMENT 

Plaintiffs, in accordance with the Motion for More Definite . 
Statement filed by Defendant on May 10, 1967, make the following aver- 
ments as amendments of paragraphs 6 and 7 of the Plaintiffs' Complaint: 

Paragraph 6 ; 

6(a). The deficiencies in unincorporated business franchise tax 
assessed against the Partnership for the calendar years 1962-1965, 
inclusive, were based solely upon a determination by the Finance Office of 
the District of Columbia that the Partnership's basis as of J anuary 2, 1962, 
for computing depreciation on the Crestwood Apartments was $66, 222. 87, 
instead of the basis as of January 2, 1962, of $1,630, 848.12, used by the 
Partnership in filing its unincorporated business franchise tax returns for 
those years. The difference between the Partnership's method of computing 
basis for the Crestwood Apartments and the method of computing basis used 


by the Finance Office results from differences between the Partnership and 


the Defendant concerning the effect of the liquidation of Crestwood Apartment 


Corporation. 
(b). Crestwood Apartment Corporation (the "C orporation"') was 


organized in 1950 under the laws of the State of Delaware. From the date of 


its incorporation until January 2, 1962, the business of the Corporation con- 
sisted of the ownership and operation of the Crestwood Apartments. Prior 
to January 2, 1962, each of the members of the Partnership was the owner 
of shares of common stock of the Corporation, as follows: 


Number of Shares 
Stockholder Owned 
Morris Pollin 300 
Dora Poretsky 60 
Harry Poretsky 60 
Lester Poretsky 60 
Sidney Poretsky 60 
Sylvia Blajwas 60 


As of January 2, 1962, such common stock was the only capital stock of the 
Corporation issued and outstanding. 


(c). On January 2, 1962, the Corporation was completely 


liquidated. All of its assets were distributed to, and all liabilities were 


assumed by, its shareholders in proportion to their respective stock owner- 
ship interests. The assets, liabilities and net worth of the Corporation, 
as of January 2, 1962, immediately prior to its liquidation, were: 

Assets 


Cash $ 36,236.02 Accounts Payable $ 1, 763. 37 
Real Property (net of Unsecured Bank Loan 1, 575, 000. 00 
depreciation) 1, 630, 848. 12 Capital Stock ' 1,200. 00 
Claim for refund Earned Surplus 101,258. 89 
attributable to net 
operating loss 
carryback 12, 138. 12 


$1, 679,222.26 $1, 679, 222.26 


Sis \ 


(a). On January 2, 1962, upon the liquidation of the Corporation, 
each of the stockholders of the Corporation received, in complete cancella- 
tion and redemption of his or her stock, a proportionate interest in all of 
the assets of the Corporation and assumed a proportionate share of the 
liabilities of the Corporation. Immediately after the liquidation of the Cor- 
poration, the former shareholders of the Corporation formed the Partner- 
ship to own and operate the Crestwood Apartments. : 


(e). In computing its unincorporated business franchise tax " 


liability for the years 1962-1965, inclusive, the Partnership claimed 


depreciation deductions with respect to the Crestwood Apartments on the 
basis of a useful life of forty years and an original cost basis for deprecia- 
tion as of January 2, 1962, of $1,630, 848. 12. The Partnership computed 
its cost basis for the Crestwood Apartments as of January 2, 1962, as 
follows: 


Capital Stock $ 1,200. 00 
Earned Surplus 101,258. 89 
Corporate liabilities assumed 1,576, 763. 37 

$1, 679, 222.26 


Less Other Assets Received on 
Liquidation: 
Cash $36, 236.02 
Claim for Refund 12, 138.12 48,374. 14 


Sop SIS SS OO a 


Basis for Crestwood Apartments $1, 630, 848. 12 


itt ie 
—— 


The Finance Office allowed the Partnership depreciation deductions for the 
years 1962-1965, inclusive, with respect to the Crestwood Apartments on 
the basis of a forty year useful life and a basis as of January 2, 1962, of 
$66,222.87, and it disallowed the depreciation deductions claimed by the 
Partnership in excess of that amount. 


(f) In addition, during the calendar years 1962-1965, inclusive, 


the Partnership made expenditures for capital items for the Crestwood 


Apartments in the following amounts: 

Year_ Amount 

1962 $ 27,514.22 

1963 7,951.35 

1964 6, 989. 38 

1965 4, 762.06 
The Finance Office of the District of Columbia did not allow the Partnership 
any depreciation deductions for the years 1962-1965, inclusive, with 
respect to the foregoing expenditures for capital items. 

Paragraph 7 
7. The Finance Office of the District of Columbia erroneously 

determined that the Partnership's basis as of January 2, 1962, for com- 
puting depreciation on the Crestwood Apartments was $66, 222. 87. The 
Partnership's correct basis as of January 2, 1962, for computing deprecia- 


tion on the Crestwood Apartments was $1,630,848. 12. The Partnership's 


basis for coznputing depreciation should be increased by the expenditures 


-13- 


for capital items made in the years 1962-1965, inclusive, which are 
described in Paragraph 6(f) above. The deficiencies in unincorporated 
business franchise tax of $9, 090. 98, together with interest thereon of 
$1,386.67, paid by the Partnership under protest for the calendar years 
1962-1965, inclusive, were erroneously and illegally assessed and collected 


by the Defendant. 


[Filed July 11, 1967] 
| ANSWER OF DEFENDANT DISTRICT OF COLUMBIA 
First Defense 
The Complaint and More Definite Statement thereof fail to sete a 
claim against defendant upon which relief can be granted. 
Second Defense 
Defendant, in answer to the Complaint and More Definite Statement 
thereof filed in the above-entitled case, admits and denies as follows: 
1-5. Admits the allegations contained in paragraphs 1 through 
5, inclusive, of the Complaint. 


6(a)-(b). Admits the allegations contained in subparagraphs 


(a) and (b) of paragraph 6 of the More Definite Statement of the Complaint. 


(c). Admits the allegations contained in the first sentence of 
subparagraph (c) of paragraph 6 of the More Definite Statement of the 
Complaint. Further answering said subparagraph, defendant says that 
it admits the allegation contained in the second sentence thereof that all 
the assets of the Corporation were distributed to its shareholders in propor- 


tion to their respective stock ownership interests, but is without knowledge 


or information sufficient to form a belief as to the truth of the remaining 


allegation in said sentence respecting the assumption of the Corporation's 
liabilities. Further answering said subparagraph, defendant says that it 
is without knowledge or information sufficient to form a belief as to the 
truth of so much of the third sentence thereof as alleges that there existed, 
immediately prior to its liquidation on January 2, 1962, a liability of the 
Corporation denominated "Unsecured Bank Loan $1, 575, 000. 00", and is 
therefore required to deny the remaining allegations contained in said 
sentence. 

(4). Admits so much of the first sentence of subparagraph (d) of 
paragraph 6 of the More Definite Statement of the Complaint as alleges 
that upon liquidation of the Corporation, each of its stockholders received 
a proportionate interest in all of its assets, but denies the remaining 


allegations contained in said sentence. 


Further answering said subparagraph, defendant says that it admits the 
allegations contained in the second sentence thereof. 

(a), Admits the allegations contained in subparagraph (e) 
of paragraph 6 of the More Definite Statement of the Complaint. 

(f). States that it is without knowledge or information 
sufficient to form a belief as to the truth of the allegations contained 
in subparagraph (f) of paragraph 6 of the More Definite Statement of 
the Complaint. 

7. Denies the allegations contained in paragraph 7 of the More 
Definite Statement of the Complaint. 

8. Denies each allegation in the Complaint and in the More 


Definite Statement thereof not heretofore admitted, qualified, or denied. 


[Filed September 27, 1967] 


PLAINTIFFS' MOTION FOR 
PARTIAL SUMMARY JUDGMENT 


The Plaintiffs respectfully move the Court to grant summary judg- 


’ 


ment in their favor on the issue whether Plaintiffs are entitled, for purposes 


of the District of Columbia Income and Franchise Tax Act, to include in 


their cost basis for the Crestwood Apartments the liabilities of 

$1, 576, 763. 37 of Crestwood Apartment Corporation for which the 
Plaintiffs became liable upon the receipt by Plaintiffs of the assets of 
said corporation as a liquidating distribution, and to enter judgment for 
Plaintiffs in the amount of $2, 910. 19 for 1962, $2,665.53 for 1963, 
$2,435.13 for 1964 and $2,218.26 for 1965, together with interest and 
costs as allowed by law. Plaintiffs believe that there is no genuine issue 
as to any material facts involved in this legal issue and that Plaintiffs 
are entitled to judgment on this issue as a matter of law. Plaintiffs rely 
upon the pleadings herein, the Affidavit of Morris Pollin attached hereto, 
and the attached Memorandum of Points and Authorities. 

If granted, this motion for partial summary judgment will entirely 
dispose of the principal issue in this case, and the only remaining issue 
will involve a factual question of determining the amount of capital 
expenditures made by Plaintiffs in the years 1962-1965, inclusive, after 
the liquidation of Crestwood Apartment Corporation. 


WHEREFORE, Plaintiffs respectfully request that the within 


motion be granted. 


AFFIDAVIT OF MORRIS POLLIN 


I, Morris Pollin, do on oath depose and say as follows: 

1, My name is Morris Pollin. Iam a resident of the District 
of Columbia, residing at 6101 16th Street, N. W. 

2. During the year 1961 and up to January 2, 1962, Iwas the 
Secretary and a stockholder of Crestwood Apartment Corporation (the 
"Corporation"), a Delaware corporation which owned the Crestwood 
Apartments, located at 3900 16th Street, N.W., Washington, D.C. 

3. On December 11, 1961, the Corporation borrowed $1, 650, 000 
from The National Bank of Washington, Washington, D.C. This loan was 
evidenced by an unsecured corporate promissory note, dated December 11, 
1961, a true and correct copy of which is attached hereto as an Exhibit. 

4. On January 2, 1962, the Corporation was completely liquidated 
and its assets were distributed to its shareholders in proportion to their 


respective stock ownership interests. On January 2, 1962, immediately 


prior to the liquidation, the unpaid balance of the Corporation's indebtedness 


to The National Bank of Washington was $1,575, 000. 
5. Onor about January 11, 1962, the partnership known as Crestwood 


Apartment Co. of which I was a member, paid to The National Bank of 


Washington the remaining balance of $1,575, 000, plus accrued interest, 


owed by the Corporation under its promissory note. 

6. On January 2, 1962, immediately prior to the liquidation, the 
Corporation had accounts payable of $1, 763.37. After the liquidation of 
the Corporation on January 2, 1962, the Crestwood Apartment Co. Partnership 
paid the Corporation's accounts payable in the normal course. 

s/Morris Pollin 
Morris Pollin 

I, Morris Pollin, being first duly sworn do on oath depose and say 
that I have read the foregoing affidavit, know the contents thereof, have 
signed as shown above, and that the contents thereof are true according to 
my own knowledge. 


s/Morris Pollin 
Morris Pollin 


Subscribed and sworn to before me this 22nd day of September, 1967. 


s/ Philip A. Guarino 
Notary Public _ 


[Notarial Seal] My Commission Expires May 14, 1971 
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[Filed February 28, 1968] 


ORDER OF FINAL JUDGMENT 


The above entitled case having come before the Court, the District 
of Columbia having conceded that the Plaintiffs are entitled to include in 
their basis for depreciation of the Crestwood Apartments, the amount of 
certain capital expenditures made during the calendar years 1962 - 1965, 
inclusive, and the Court having ruled on November 17, 1967, that the 
Plaintiffs' basis as of January 2, 1962 for computing depreciation on the 
Crestwood Apartments was not greater than $66, 222.87, and there being - 
no material questions of fact or issues of law remaining to be decided by 
the Court, it is this 28th day of February, 1968, 

ORDERED, that judgment shall be, ana the same hereby is, entered 
in favor of the Plaintiffs in the amount of $212.96, together with interest 
thereon at the rate of 4% per annum from April 10, 1967, it is 

FURTHER ORDERED, that judgment shall be, and the same hereby 
is, entered in favor of the Defendant for the balance of the Plaintiffs’ claim 
and with respect to the balance of Plaintiffs! claim, the Complaint is hereby 
dismissed with prejudice. 


& 


s/ Maguire, J. 
JUDGE 


[Filed March 7, 1968] 


PLAINTIFFS! NOTICE OF APPEAL TO THE 
COURT OF APPEALS FOR THE DISTRICT OF COLUMBIA 


CIRCUIT PURSUANT TO FED. R. CIV. P. 73(b) 
Notice is hereby given that the plaintiffs in the above-entitled case 
hereby appeal to the United States Court of Appeals. for the District of 


Columbia Circuit from the Order of Final Judgment of this Court dated 


and filed February 28, 1968, whereunder plaintiffs' Complaint with respect 


to the balance of their claim (that is, the amount of their claim in excess 


of $212. 96 plus interest), was ordered dismissed with prejudice. 


REPLY BRIEF FOR APPELLANTS 
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REPLY BRIEF FOR APPELLANTS 


I. 

The District's argument in these consolidated cases, 25 = understand 
it, is that Appellants did not acquire the Crestwood Apartments in one of the 
four types of transactions enumerated in D. C. Code §47-1583e. From this 
premise, the District reasons that Appellants are not entitled to any basis 


for depreciation of the Crestwood Apartments. 


It is unnecessary for this Court to answer the question 


whether the four categories of transactions enumerated in D.C. 


Code §47-1583e are the only transactions by which a taxpayer may 


acquire property and be entitled to a basis for depreciation. An 
answer to that question is not required at this time because in this 
case the transaction in which Appellants acquired the Crestwood 
Apartments was at least in part a "purchase," and as "purchase" 
fell squarely within the ambit of D.C. Code §47-1583(a). 

To the extent that Appellants, as a consequence of the liquida- 
tion, became responsible for the payment of the Corporation's lia- 
bilities, they acquired the Crestwood Apartments by purchase. They 
were in no different position than they would have been in if, before 
the liquidation of the Corporation, they had borrowed money at the 
bank, purchased the Crestwood Apartments from the Corporation 
for an amount equal to the Corporation's liabilities, caused the Corpo- 
ration to pay its creditors, and then caused the Corporation to be 
liquidated. Appellants’ assumption of the Corporation's liabilities is 
in every way the equivalent of a purchase of the Crestwood Apartments 
for cash. United States v. Hendler, 303 U.S. 564 (1938); Oxford Paper 


Co. v.. United States, 86 F. Supp. 366 (S.D.N.Y. 1949); Rev. Rul. 95, 


1953-1 C.B. 162. In Rev. Rul. 68-362, 1968-28 LR.B. 17 (July 8, 

1968), the Internal Revenue Service, construing the term "cost, "' 

succinctly summarized Appellants position in these cases by stating: 

The assumption of a mortgage, OF taking property. 

subject to a mortgage, in connection with the acquisition 
of property to which the mortgage relates, is treated for 
purposes of determining the basis of such property as 
though the purchaser had paid cash in the amount of the 
mortgage. i 
Therefore, at the very minimum Appellants must be given 


a cost basis for depreciation of the Crestwood Apartments equal to 


their purchase price of $1, 576, 763. 37. 


I. 
The District's attempt to distinguish the analogous rules 
governing liquidations under Section 333 of the Internal Revenue Code 
of 1954 is specious and will not withstand careful analysis. It is true, 
as the District points out (Consol. Br. 12), that the District has no statute 
or regulation similar to Treas. Regs. §1. 334-2 of the Federal income 
tax regulations. But the District unfortunately misconceives the whole 


thrust of Appellants’ argument on this point. 


Section 333 of the 1954 Code permits a special one-month 


liquidation which, for Federal tax purposes, is treated in a manner 
similar to the treatment of corporate liquidations under the D.C. Code. 


Section 334 of the 1954 Code prescribes the basis to the shareholders 


of the liquidated corporation for the property received by them in 
a Section 333 liquidation. However, Section 334 is completely silent 
about the effect of the liquidated corporation's liabilities on the share- 


holder's basis for the distributed property. It is at this point that 


Treas. Regs. §1.334-2 become relevant, for this Regulation--in the 


absence of any statutory authority- -permits both secured and un- 
secured liabilities of the corporation to be added to the shareholder's 
basis for the distributed assets. Moreover, the Internal Revenue Ser- 
vice reached the same result in Rev. Rul. 95, 1953-1 C.B. 162, in- 
volving the corresponding provisions of the Internal Revenue Code of 
1939, where there was neither a statutory provision nor a regulation 
to support the result. 

The whole point of Appellants' argument is that the propriety 
of adding the Corporation's liabilities to their basis for the assets dis- 
tributed on liquidation is a fundamental principle of income taxation. 

It is so fundamental a principle that the Federal taxing authorities have 
given it recognition under both the 1954 and the 1939 Codes and have 
done so in both cases without the benefit of express statutory authoriza- 


tion. 


i. 


The District's position in this case is also unsound for 
the reason that it is both unrealistic in a practical sense and results 
in a complete distortion of the economic consequences to the share- 
holders of the liquidation. Although the District apparently gives 
"lip service" to the proposition that the purpose of depreciation de- 
ductions is to permit the owner of a wasting asset to recoup his 
capital investment through periodic charges against annual income 
from the property, it wholly ignores the Appellants' investment of 
more than $1,575, 000 in the Crestwood Apartments. Appellants! 
investment was real in every sense of the word. There was nothing 
artificial about their investment. They could not have acquired the 
Crestwood Apartments without, in the same transaction, becoming 
liable for the payment of the Corporation's liabilities. From the stand- 
point of Appellants’ economic position after the liquidation, they were 
in exactly the same position as an unrelated party who purchased the 


Crestwood Apartments from the Corporation and paid the purchase 


price by assuming the Corporation's liabilities or by paying cash. 


Appellants were clearly the persons who would sustain loss from the 


physical deterioration and gradual obsolescence of the Crestwood 


Apartments. The measure of their loss must necessarily include 


the corporate liabilities for which they became responsible after 


the liquidation and which they in fact paid. 


Respectfully submitted, 


Joel N. Simon 
Attorney for Appellants 
1815 H Street, N.W. 
Washington, D.C. 20006 


Earl M. Colson 

Arent, Fox, Kintner, Plotkin & Kahn 
1815 H Street, N.W. 

Washington, D.C. 20006 


Date: August 1968 


